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INCOME TAX TREATMENT OF LIFE
INSURANCE BENEFITS
By VIRGINIA RUTH HUNTINGTON, CPA
closely related to life insurance. The term
“annuities” embraces the broad classifica
tion of contracts including life annuities,
life annuities with payments for a guar
anteed period, cash refund annuities, in
stallment refund annuities, and joint and
survivor annuities. A life annuity provides
the annuitant with a specified periodic pay
ment, beginning at a specified date and con
tinuing over the remainder of his life. A life
annuity with payments for a guaranteed
period provides a minimum annuity benefit,
payable to the annuitant’s designated bene
ficiary in the event of the annuitant’s death
prior to his having received the guaranteed
number of periodic payments. The cash re
fund annuity assures the annuitant or his
designated beneficiary of minimum annuity
benefits, usually equal to net premium cost
of the contract. Any refund due at the an
nuitant’s death is paid in one cash sum to
the annuitant’s designated beneficiary. The
installment refund annuity provides for the
refund of net premium cost in installments
over a specified period. A joint and survivor
annuity provides for specified periodic pay
ments during the life of a primary an
nuitant and of one or more survivor an
nuitants.

Life insurance contracts may be divided
into three major categories—whole life,
term, and endowment. The “whole life”
classification covers both “ordinary life”
contracts, under which premiums are paid
during the entire life of the insured, and
contracts specifying a certain pay period,
such as “twenty-pay life.” These contracts
have a cash value, which increases year by
year, and a specified death benefit. No bene
fits are provided prior to death. Term in
surance provides death benefits during a
specified term only and has little or no cash
value. Consequently, the premium cost of
term insurance is much less than that of
whole life contracts. Endowment contracts
may be in the nature of lump-sum endow
ments or retirement income contracts, in
either case having specified maturity dates
for the payment of these benefits. The con
tracts also provide for the payment of death
benefits at any time before their specified
maturity dates.
Annuities do not produce death benefits
and therefore cannot be classed as life in
surance. However, in a discussion of income
tax treatment of life insurance benefits, an
nuities should be included because they are
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nature of a retirement income contract or
if an option is exercised before maturity to
receive periodic payments, the payments
will be taxed in one of two ways. If the pay
ments are to be made over the remaining
life of the insured and are determined ac
cording to mortality tables, the installment
payments will be taxed under the 3% an
nuity rule. If the payments are made over
a specified period of time, or in specified
amounts until the proceeds are exhausted,
the installments are not taxable until cost
has been recovered. Then the remaining in
stallments are fully taxable. “Cost” is net
premium cost of the contract. If an election
to receive installment payments is not exer
cised until after the maturity date of the
contract, unless there is a contract right to
elect a settlement option after maturity, the
insured will be deemed to have received the
entire proceeds, on the theory of construc
tive receipt, and will be taxed as though he
had received a lump-sum cash payment at
the maturity date. The installments actually
received will be taxed the same as install
ments received under an option exercised
before maturity, except that “cost” will be
equal to the constructive proceeds at matur
ity rather than net premium cost. If there is
a contract right to elect a settlement option
after maturity, there probably would be no
taxable gain based on the constructive re
ceipt of lump-sum proceeds, provided the
election is made before the right expires.
If the insured under an endowment con
tract irrevocably designates a beneficiary
other than himself to receive the proceeds
in a single sum or in installments, and such
designation is made prior to the maturity
date of the contract, the insured divests
himself of the right to receive payment of
the proceeds and therefore realizes no tax
able gain. Where payment of the proceeds is
made to the designated beneficiary in a lump
sum, the beneficiary will be taxed on the
excess of the proceeds over the considera
tion paid the insurance company. Install
ment payments will be taxed to the benefi
ciary in the same manner that they would
have been taxed to the insured.
Installment payments received by an an
nuitant under an annuity contract are taxed
under the so-called 3% rule. That portion
of the amount received each year which is
equal to 3% of the aggregate premiums or
consideration paid constitutes taxable in
come. The balance of the payments received
is excluded from gross income until the
aggregate amounts excluded equal the ag
gregate premiums or consideration paid.
Thereafter, payments received are taxable

Payments received under the terms of the
various types of contracts mentioned are
subject to widely divergent income tax
treatment. In general, payments received
under the terms of life insurance contracts
by reason of the death of the insured do not
constitute taxable income to a beneficiary.
This is true whether the beneficiary is the
insured’s estate, an individual, a trust, a
partnership, or a corporation. However,
while death proceeds paid to a corporate
beneficiary do not constitute taxable income
to the corporation, if the proceeds are later
distributed to the corporation’s stock
holders, the stockholders will be taxed just
as they would be on the distribution of any
other corporate funds.
Proceeds paid by reason of the death of
the insured may be paid in one lump sum
or in installments. Installment payments, as
well as lump-sum payments, are entirely
exempt from income tax if the option pro
viding for installment payments was se
lected by the insured or the beneficiary
under a contract right. However, if the ben
eficiary does not have a contract right to
select an optional installment method of
payment, but is permitted such an election
by the insurance company, only the lump
sum payable at death is exempt. Also, if a
life insurance contract is transferred to
someone other than the insured for a valu
able consideration, only the actual value of
the consideration and the amount of
premiums or other sums subsequently paid
by the transferee are exempt from income
tax when the death proceeds are received.
In connection with a discussion of the tax
treatment of death benefits under life in
surance contracts, it is interesting to note
that Congress saw fit, in passing the 1951
Revenue Act, to extend the exemption from
income tax that applies to such death bene
fits up to $5,000.00 paid by an employer to
an employee’s beneficiary, pursuant to a
contract with the employee. The payment of
the $5,000.00 may or may not be funded by
life insurance. If it is funded by life insur
ance, the premium payments will not be
deductible and the death proceeds will not
be taxable to the employer. However, the
employer will have a deduction for the
$5,000.00 paid to the employee’s beneficiary
and the beneficiary will receive the $5,000.00
tax exempt.
In general, when an endowment contract
matures and the holder receives, actually or
constructively, a lump-sum payment, the ex
cess of the payment received over the net
premium cost of the contract is taxable as
ordinary income.’ If the contract is in the
6

in full. In the case of a joint and survivor payments represent guaranteed installments
annuity, payments made while both annui not received by the annuitant during his
tants are alive are taxable under the 3% life.
rule to the annuitant who supplied the pur
Occasionally non-commercial annuity con
chase price, cost being equal to the aggre tracts are written. For example, a church or
gate premiums or consideration paid. Pay other religious body may agree, upon the
ments made to the survivor annuitant also receipt of a specified sum, to pay the an
are taxable under the 3% rule. Prior to the nuitant specified periodic amounts for the
enactment of the 1951 Revenue Act, base remainder of his life. The cost of such a
cost in the case of the survivor annuitant non-commercial annuity is nearly always
was equal to the total consideration paid substantially more than the cost of a similar
for the contract. Cost recovered by the pri commercial annuity (one issued by an in
mary annuitant was added to cost recovered surance company). This excess cost should
by the survivor annuitant in determining be considered a charitable contribution and
when cost was fully recovered and further deducted as such. The cost of the similar
payments fully taxable to the survivor an commercial annuity should be used in ap
nitant. However, the 1951 Revenue Act pro plying the 3% rule for the determination of
vides that if the primary annuitant died taxable income.
after 1950, the survivor annuitant shall
If a life insurance, endowment, or an
apply the 3% computation to the value at nuity contract is transferred without a val
which the survivorship interest was in uable consideration, as by a gift, the pro
cluded in the gross estate of the deceased ceeds received by the transferee are taxed
annuitant. Cost, then, becomes the amount to the transferee as if the contract had not
that would be required at the time of the been transferred. If a life insurance or en
decedent’s death to buy the benefits the sur dowment contract is transferred to someone
vivor is to receive. It is not necessary that other than the insured for a valuable con
an estate tax be paid. It’s necessary only sideration, only the actual value of such con
that the survivor’s annuity interest be in sideration and the amount of premiums and
cludible in the decedent’s gross estate.
other sums subsequently paid by the trans
Annuity payments received under a com feree are exempt from income tax when the
bined life insurance and annuity contract proceeds are received. In the case of the
receive special tax treatment. Single pre transfer of an annuity contract for a valu
mium life insurance and annuity combina able consideration, cost to the transferee
tions guarantee a life annuity to the an would be consideration paid at the time of
nuitant and provide for the payment of a transfer plus premiums and other sums sub
death benefit in an amount which is some sequently paid by the transferee. Such cost
what less than the consideration paid for the would form the basis for the determination
contract. Such a combination, when issued of income of the transferee, under the 3%
as a single policy, is considered as an in annuity rule.
vestment contract and the entire income
If a beneficiary elects to leave a contract
from the contract is reportable each year. benefit on deposit with an insurance com
In the case of cash refund and install pany, receiving interest on the deposit, the
ment refund annuities, a designated bene interest is fully taxable to the beneficiary.
ficiary of the annuitant may receive, upon The same tax treatment prevails with re
the death of the annuitant, a refund of cost spect to interest payments when a contract
on the contract, where payments made to benefit is left on deposit under a contract
the annuitant during his life did not equal agreement with the insured and whether or
cost. If the refund is received in a lump not the beneficiary is entitled to withdraw
sum immediately after the death of the an the proceeds in whole or in part at any time.
nuitant, the payment does not constitute If the beneficiary is receiving death pro
taxable income. However, if the refund is ceeds in installments and such installments
payable in installments, the excess of the are exempt, nevertheless if “excess interest”
sum of the installments to be paid over the is added to the payments by the insurance
commuted value of the installments at the company, such “excess interest” is taxable
date of death should be divided by the num to the beneficiary in full when the additional
ber of payments to be made and the result payments are based on earnings of the in
reported as taxable income as the payments surance company and paid at the discretion
are received. Presumably similar treatment of its directors. “Dividends” received on life
would apply to payments received by a insurance and annuity contracts are a par
designated beneficiary of the annuitant tial refund of premium cost and as such are
under a life annuity contract, where such not taxable. However, interest on dividend
7

deductible. A single premium policy for the
purpose of this rule is one on which sub
stantially all the premiums are paid within
four years of the purchase date. However,
interest paid on a loan to buy a single pre
mium annuity contract is deductible. Ap
parently the reason for this is that the an
nuity contract is considered an investment
contract which will yield taxable income,
while the insurance contract may or may not
yield taxable income.
Some special comment should be made
with respect to life insurance trusts. The in
come of a revocable trust is taxed to the
grantor, but even if a trust is irrevocable,
the grantor may be deemed to have retained
an interest in the income of the trust. For
example, he will be taxed on that portion of
the trust income which, in his discretion or
that of any person not having a substantial
or adverse interest, is or may be applied to
pay premiums upon insurance on his life,
unless a charitable organization is the irre
vocable beneficiary of the insurance. The
courts have held that the grantor is also
taxable on trust income which a beneficiary
of the trust uses to pay premiums on insur
ance on the grantor’s life, if the beneficiary
makes the premium payments at the sug
gestion of the grantor. The courts have also
held that the grantor of a trust, even though
the trust is irrevocable, is taxable on trust
income which is or may be applied to pay
premiums on the lives of persons other than
the grantor, if the grantor is the beneficiary
of the insurance. The grantor is deemed to
have retained an interest in the income of
the trust. The trustee of a funded life in
surance trust is liable for income tax on
trust income applied to life insurance pre
miums if the trust is irrevocable, if no in
come is distributable to the grantor, if the
policies are upon the lives of persons other
than the grantor, and if the grantor is not
the beneficiary of the policies.
Within recent years business organiza
tions have utilized life insurance contracts
more and more extensively in providing ad
ditional compensation for employees and in
assuring the continuance of the business
enterprise. Pension and profit sharing plans
may be funded by. insurance and insurance
proceeds may provide the funds necessary
to carry out buy and sell agreements or to
redeem stock from the estate of a deceased
stockholder.
A trust forming a part of a stock bonus,
pension, or profit sharing plan of an em
ployer, which meets the qualifications of
Section 165 (a) of the Internal Revenue
Code, enjoys exemption from income tax

accumulations constitutes taxable income
when paid or credited subject to with
drawal.
The surrender, sale, or exchange of life
insurance or annuity contracts may result
in taxable gain, but in general a loss will not
be deductible. In the case of a life insurance
contract, the loss will be considered as rep
resenting the cost of insurance protection.
Gain on the surrender of a life insurance,
endowment, or annuity contract should be
treated as ordinary income and not capital
gain, as the surrender is not considered a
sale or exchange. Gain upon the sale or ex
change of a contract is treated as capital
gain under the provisions of Section 117(j)
of the Internal Revenue Code. However,
when a policyholder exchanges a policy for
one of another kind, it seems that no gain
is recognized at the time of the exchange, if
the exchange is made within the terms of
the contract.
Insurance premiums paid by an employer
on an employee’s life must be included in
the employee’s income if the employee can
name the beneficiary or if the proceeds ap
ply directly to the benefit of the employee’s
wife, dependents, or estate, and if the em
ployer is neither directly nor indirectly a
beneficiary. The insurance premiums so
paid on behalf of the employee are consid
ered additional compensation or as a distri
bution of profit. Premiums paid by a cor
poration on policies insuring the lives of
stockholders and naming members of their
families as beneficiaries have been held to
be dividends. However, premiums paid for
group life insurance do not constitute tax
able income to employees. In general, life
insurance and annuity premiums are not
deductible as such by the payor, but pre
mius paid by an employer for group life
insurance, where the employer is not a
beneficiary either directly or indirectly, are
deductible. Also, an employer may deduct,
within specified limits, contributions to a
pension trust or payments for retirement
annuities or for the purchase of retirement
income contracts, which are a part of a pen
sion plan, provided the trust or plan is
“qualified” under Section 165 (c) of the
Internal Revenue Code. In some instances
premiums may be deductible as contribu
tions, compensation, or as ordinary and
necessary business expense if the premiums
can be so classed.
In general, a taxpayer may deduct in
terest paid on loans against insurance con
tracts, but interest on an indebtedness con
tracted or continued to purchase a single
premium life or endowment contract is not
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and the employer may deduct, within speci
fied limits, contributions to the trust. If the
pension plan is not a trusteed plan, but is
qualified under Section 165 (a) of the Inter
nal Revenue Code, the employer may deduct
payments for retirement annuities or retire
ment income insurance contracts which are
part of the plan. The amounts deductible
are determined in the same manner as the
amounts deductible for contributions to a
qualified pension trust.
If a pension plan or trust does not qualify
under Section 165 (a) of the Internal Rev
enue Code, an employer may not deduct con
tributions to the plan or trust except to the
extent that the employee’s rights to or
derived from the plan are nonforfeitable at
the time of the contribution. An employee’s
beneficial interest in his employer’s contri
bution is nonforfeitable if there is no con
tingency under the plan which may cause
the loss of his rights to the contribution. An
employer making, a contribution to a non
qualified plan where the employee’s right is
forfeitable at the time of the contribution,
even though the right becomes nonforfeit
able at a later date, will never be entitled to
a deduction for the contribution.
An employer’s contribution to a qualified
pension trust or plan constitutes taxable in
come to an employee, as prescribed in Sec
tion 165 (b) of the Internal Revenue Code.
If retirement income insurance contracts
are purchased as a part of the plan and if
the trust is not the beneficiary, the cost of
the insurance feature of the contracts is
taxable to the employees in the year in
which the employer’s contributions are
applied to the purchase of the contracts.
Amounts attributable to employer contribu
tions, which are distributed to an employee
at retirement or upon termination of em
ployment, are taxed to the employee when
distributed or made available to him. If the
total amount distributable to an employee
or his beneficiary from a qualified trust is
distributed in one year because of severance
of employment by retirement or otherwise,
that portion in excess of the employee’s total
contributions is treated as long-term capital
gain under Section 117 (j) of the Internal
Revenue Code. Where such total distribu
tions include securities of an employer cor
poration, there shall be excluded from such
excess the net unrealized appreciation at
tributable to that part of the total distribu
tions which consists of the securities of the
employer corporation so distributed. Long
term capital gain tax treatment is not avail
able under a nontrusteed plan. If total dis
tributions to an employee from a qualified

trust are not made in one year, the distribu
tions are taxed to the employee in the year
in which distributed or made available, as
if they were annuity payments.
Under the provisions of Section 165 (c)
of the Internal Revenue Code, an employer’s
contribution to a pension trust or plan not
qualified under Section 165 (a) of the Code
constitutes taxable income to an employee in
the year the contribution is made if the
employee’s rights to the contribution are
nonforfeitable at the time of the contribu
tion. When an annuity is paid the employee,
3% of his cost must be included in income
each year. Cost in this case would be equal
to the employee’s contributions to the plan,
if any, plus the total amounts previously
taxed to him. The balance of each payment
received is excluded from the employee’s in
come until the employee has recovered taxfree his contributions and the sum of
amounts previously taxed to him. There
after, the annuity payments are taxable in
full. If the employee’s right to the em
ployer’s contribution to a non-qualified plan
is forfeitable at the time the contribution is
made, even though the right becomes non
forfeitable later, the contribution is includi
ble in the employee’s taxable income in the
year received by him or made available to
him.
Section 165 (d) of the Internal Revenue
Code provides that an employee may incur
no current income tax liability with respect
to an employer’s contribution to a trust, not
withstanding the provisions of Section 165
(c) or any other provision of Chapter I of
the Code, if such contribution is to be ap
plied by the trustee for the purchase of
annuity contracts for the benefit of the
employee, if such contribution is made to
the trustee pursuant to a written agreement
entered into prior to October 21, 1942,
between the employer and the trustee, or
between the employer and the employee, and
if under the terms of the trust agreement
the employee is not entitled during his life
time, except with the consent of the trustee,
to any payments under annuity contracts
purchased by the trustee other than annuity
payments. For the purposes of Section 165
(d) the term “employee” includes only a
person who was in the employ of the em
ployer and was covered by the agreement
referred to prior to October 21, 1942. The
provisions of Section 165 (d) have no appli
cation with respect to amounts contributed
to a trust after June 1,1949 if the trust was
exempt under Section 165 (a) on such date.
Life insurance contracts may be used in
a number of ways to assure the continuance
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or partial redemption, the corporation may
purchase key man insurance. Premiums paid
for the insurance will not be deductible by
the corporation, and death proceeds will not
be taxable.
The purchase of key man insurance also
provides a means of increasing a corpora
tion’s net worth without the application of
the Section 102 surtax. Although the pre
miums paid for life insurance contracts are
not deductible, periodic increases in cash
surrender value and the receipt of death
benefits do not result in taxable income.
There will be no tax on the increment in
stock value except to the corporation’s stock
holders upon the receipt of a liquidating
dividend. Upon liquidation, the distributions
would come under the capital gains provi
sions of the Code.
The decision of the Circuit Court of Ap
peals in the case of The Emeloid Co., Inc., v.
Commissioner (CCA-3) has strengthened
the taxpayer-corporation’s position with
respect to business insurance agreements.
The court’s decision, entered on May 10,
1951, was to the effect that premiums paid
by a corporation for key-man insurance or
for life insurance to fund a stock purchase
agreement, under which the corporation ac
quires a deceased stockholder’s stock, are
expenditures made for “good business
reasons.” Although the Emeloid case had to
do primarily with determining the propriety
of including in borrowed invested capital,
for excess profits tax purposes, sums bor
rowed to finance the purchase of single
premium insurance contracts, the decision
in the case has a far-reaching application in
the opinion of many tax writers. For in
stance, prior to the Emeloid decision the
accumulation of surplus for the purpose of
paying premiums for keyman insurance was
considered as an accumulation for a good
business reason and the Section 102 surtax
was not applied to such accumulations, but
there was some question as to the accumula
tion of surplus for the purpose of paying
premiums on insurance taken out by a cor
poration to fund a stock-purchase agree
ment. The decision in the Emeloid case
seems to support the position that premiums
paid for life insurance to fund a stock pur
case agreement are expenditures made for“good business reasons.”

of a business enterprise. The company may
wish to counteract, through death benefits,
losses it may suffer by reason of the death
of a key man. Also, in the case of a close
corporation, the heirs of a deceased stock
holder-employee may not wish to continue
in the management of the business. In such
a case death benefits may be used to finance
the purchase of stock.
A buy-and-sell agreement entered into
between two or more stockholders provides
for the purchase of stock by the surviving
party or parties to the agreement from the
estate of the deceased party to the agree
ment, at a specified amount. If the specified
amount is realistically determined it will
serve as the estate tax value of the stock
and the estate will have no taxable gain on
the sale of the stock. If the buy-and-sell
agreement is funded with life insurance
contracts, the surviving parties to the agree
ment will have no difficulty in financing the
purchase of the stock. Premiums paid on
the purchase of the life insurance contracts
are not deductible by the parties to the
agreement, but the death proceeds of the
contracts are not taxable to them. The buyand-sell agreement provides the estate of the
deceased party with a ready market for the
stock at a fair price and assures the estate
of sufficient liquid assets for the payment
of estate taxes.
An important alternative to the buy-andsell agreement is the use of key man insur
ance in connection with a stock redemption.
Section 115 (g) (3) of the Internal Revenue
Code states that an amount distributed in a
stock redemption, with respect to stock
which is included in determining the value
of the gross estate of a decedent, will not
be taxed as an ordinary dividend to the
extent that the amount so distributed is not
in excess of estate, inheritance, legacy, and
succession taxes, and any interest thereon,
if the distribution is made after the dece
dent’s death and within the period of limita
tions for the assessment of estate taxes, or
within 90 days after the expiration of such
period, and if the total value of the stock
held in the particular corporation comprises
more than 35% of the value of the gross
estate of the decedent. Thus, such a stock
redemption is treated as a sale by the estate
and will come under the capital gains pro
visions of the Code. Since the basis of the
stock will be its estate tax value, there
should be little or no income tax on the re
demption. A partial redemption of the stock
may be effected, if it is desired that the
heirs of the decedent shall retain an interest
in the business. To finance the redemption
10

